“ Contract Claims “

A GUIDE TO

PREVENTION @

EVALUATION

and SETTLEMENT

Financial Management | mprovement Project
Federal Highway Administration

Southern Resour ce Center



PREFACE

CONTRACT CLAI M5
FI NANCI AL MANAGEMENT | MPROVEMENT PRQJECT
REG ON 4

BACKGROUND

At an audit workshop, Region 4 State Departnment of Transportation
(SDOT) auditors selected and recommended the study of contract
clainms as a subject for a Financial Mnagenent | nprovenent Project
(FMP). There were realizations that contract clains had increased
in sone States, both in nunber and dollar amounts. As a result of
a contract dispute, SDOT auditors and engineers are requested to
evaluate clains for additional conpensation often w thout adequate
and effective guidance!. There is little witten

gui dance/information (both State and Federal), on how to eval uate
contractor costs on clains.

GOALS and OBJECTI VES

The goal and objectives of the FM P were as foll ows:
I dentify the reasons for contract clains.

| dentify and evaluate the practices and procedures other
Regi on 4 SDOT' s use when review ng and payi ng cl ai ns.

| dentify successful SDOT practices used to mnimze clains.

Devel op a guide outlining the recormended procedures for
preventing, evaluating, and settling contract clains.

APPROACH

An FM P t eam approach was used whi ch included both SDOT and Federa
engi neers, auditors and programofficials. The team consisted of
the foll ow ng individuals.

John P. Jeffers - Federal H ghway Adm nistration (FHWM)
Regi on 4 Fi nanci al Program Coordi nat or.

Cecil Bragg - Florida Departnent of Transportation (FDOT),
| nspect or Gener al

1See Attachnent A for conplete definition of a contractor's
claim



Ronal d Carr - FHWA Tennessee Division, Project Managenent
Engi neer.

Bruce Dillard - North Carolina Departnent of Transportation,
Manager, External Audit Branch.

John Greene - FDOT, Supervisor, Ofice of |Inspector General
Contract Audits.

Jinmmy Lairscey - FDOT, Director of Construction.
Dougl as Townes - FDOT, Area Engineer, Ofice of Construction.

During the information and eval uati on phase of the FM P, five
Region 4 States were visited. At the site |ocations, FHMA

Di vi sion, SDOT construction and audit personnel were interviewed.
In two States, contractor association representatives were asked
to provide their comments. Infornmation was al so gathered prior to
the visits by obtaining the State's Standard Specifications,
Construction Manuals and any other policy or a procedure docunent
the SDOT may have had that gave sone direction in the managenent
of clains. The Region 4 States not visited were represented by

t he team nenbers.

RESULTS

Following is the guide produced by the teamw th the reconmmended
practices and procedures for the nmanagenent of contractor clains.
The specifics in the guide are what the team believes are the BEST
PRACTI CES for the prevention, evaluation and settlenent of clains.
Sonme of the recommendations in the guide are not regul atory and
are of optional use by the SDOT's. One particular item the use
and inclusion of the Federal Acquisition Regulations (FAR), 48
Code of Federal Regulations (CFR) is a requirenent. The
referencing of the FAR should be included in FHWA regul ati ons and
the teamthrough this report wll request our Washi ngton
Headquarters O fice to include this requirement in future updates
to the H ghway CFR s.
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A GUIDE for the PREVENTI ON, EVALUATI ON and
SETTLEMENT of CONTRACT CLAI M5

| nt roducti on

The goal of all State Departnents of Transportation (SDOT) is to
deliver transportation inprovenents to the traveling public

economcally, effectively and tinely. Contract clains can result
in project conpletion delays and a costly resol ution process that
often do not benefit the SDOT or the contractor. |In the follow ng

Qui de, the Prevention, Evaluation and Settlenment of clains will be
di scussed.



|. Contract d aimPrevention

Preventing clains should always be forenost in the SDOT nmanagenent
phi | osophy and controls. Even prior to the project resolution of
the contractors request for additional conpensation, are
opportunities for the prevention of clains.

The causes of clains are varied and can frequently be attributed
to behavior attitudes ranging froman individual to a departnental
attitude. In the discussion of the prevention of clains, there

wi || be suggestions and recommendations for training and
partnership. The team observed during the site visits, it often
appeared that a contractor's decision to submt a claimwas

subj ective. A contractor may have had a | ong history of not
filing clainms, but sone factor or factors changed the contractor’s
attitude toward the SDOT and clains started to be filed.

Based on the teaminterviews, we believe there are two factors
nmost crucial in contract claimprevention. These are project

pl ans and project admnistration. The reasons for our concl usions
about these two factors and the recommended best practices are as
fol | ows:

A Proj ect Pl ans

Contractors bid on projects using the information they receive
fromthe SDOT. ldeally, the contractor should be able to review
the project site with the project plans, estimate the costs of

| abor, equi pnrent and materials, and submt a reasonable bid. |If
successful as a bidder, the contractor should conplete the project
W thin specifications, on tinme, and within the cost paraneters,
barring any unforseen major difficulties. The situation outlined
above, particularly for nore conplex projects, is becom ng nore

at ypi cal

Prior to bidding, a contractor may find plan errors in the bid
package and if the contractor visits the project site, possibly
even nore plan errors could be found. A contractor can elect to
contact the SDOT to have the plans corrected or clarified, or, the
contractor could decide to bid on the project wwth the know edge
of the plan errors. Problens can arise when a contractor is not
aware of, or, the SDOT does not have a central contact person to
answer and eval uate the contractor's inquiries.

Deficient plans will carry over to the construction phase of the
project. The beginning of the resolution of plan errors between
the contractor and the SDOT is the responsibility of the
construction project engineer. |If the construction project



engi neer cannot resolve the problemw th an acceptabl e
suppl enent al agreenent or change order, the problemis escal ated
upward within the SDOT and del ays can ensue.

In sone cases, particularly when the SDOT can reasonably see that
the delay will be lengthy, the SDOT nust be proactive. Decisions
must be made early to prevent clains, even to the point of
termnating the contract. Wile termnation may be costly in
itself, the cost of a claimand potential litigation can be even
costlier.

Li sted bel ow are three reasons given by SDOT officials for
i nconpl ete or inadequate plans.

1 Downsi zi ng of SDOTs has pronoted out-sourcing of design
functions in order to neet project production. Sone SDOT
officials claimthat they do not have as nuch control over
the quality of plans as in-house design plans.

Sone SDOTs have had plans prepared for a project only to see
it delayed. Later, these older plans are taken "off the
shelf,"” and are then used in the bid proposal package.
Changes to the project site area can nake the plan out of

dat e.

Systens such as conputer aided design and drafting (CADD)
systens can produce plans that fall short of intended
quality. Program anonmalies or inproper input data can
produce plans with errors that may not be easily detected.

Li sted bel ow are sonme recommended best practices to prevent the
problens relating to plans:

1. Addi tional quality control reviews. Wile SDOT's are being
downsi zed, they can enlist and partner with FHWA and ot her
SDOT"'s. On particularly conplex projects, a SDOT may solicit
hel p from adjoining States (on an exchange basis) to review
the plan and construction site.

2. | nprove the Quality of Pl ans.

a. Performa critical review of the plan product before
acceptance and final paynent to the private design firm
Return plans for correction and/or updating if
necessary. Evaluate quality of work and use the ratings
as a part of the selection process for future contracts.

b. Establish a central contact person to answer
contractors’ inquiries on plans.



C. Requi re prospective bidders on all conplex projects
exceeding a certain dollar amount to performon-site
project investigations. Plan errors which are noted are
brought to the attention of the Departnent and can be
addressed before the letting. Al prospective bidders
are advi sed accordingly.

3. Open neetings with the construction industry. Prior to the
bi d process, SDOT's have invited interested contractors to an
open neeting to discuss the project. This is a before
the fact type of partnering and is usually called a
“constructability review”

4. For sel ected projects, the SDOT shoul d consider placing the
bid in escrow. Escrowis the process where the bid
docunent ati on of the successful |ow bidder is preserved.
| deal Iy, the docunentation should be placed in escrowwth a
third party, such as a banking institution or other bonded
storage facility. The purpose is to preserve bid
docunentation for use by parties in any claimor litigation.
Proj ects should be carefully selected for this purpose and
the procedure nust be explicit and equitable.

5. Devel op or use an avail able training programfor al
construction personnel on avoidance of clains and proper
docunent ati on when a notice of claimis fil ed.

6. Each FHWA Division Ofice should develop jointly with the
SDOT, procedures for handling clains on Federal -aid projects.

B. Project Adm nistration

When the project is underway, even with the best of plans,
potentials for project disagreenents surface. The first
contractor's contact point in problemresolution at this juncture
is the SDOT construction project engineer. The project engineer
plays a critical role at this point and it has been recogni zed by
SDOT" s.

Some SDOT's report that certain construction project engineers
have nore probl ens, discounting project conplexity, with
contractors. Project delays due to intractable individuals can be
costly. A particularly costly part of intractability is that the
proj ect engineer may be reluctant to refer the problemto a higher
source. This could result in a larger problemas the project

pr ogr esses.

In lieu of additional contractor conpensation for extra work, sone



construction project engineers have granted extra work days.

Wil e appearing to be a "no-cost” solution to a problem it can be
very costly both in tinme and noney. Contractors have used the
extra tinme granted as tine delay and have filed a claimon that
basi s.

Li sted bel ow are sonme best practices for resolving problens in the
area of project adm nistration:

1. Construction project engineers may need training in teamwrk
and human rel ati ons. Managers shoul d exerci se appropriate
oversight to ensure individuals do not exceed or abuse their
assigned responsibilities.

2. One State DOT is enpowering their project engineers and
encouraging themto settle problens at the project |evel.
For exanple, project engineers are authorized to approve any
suppl ement al agreenent/change orders up to $100, 000 per
i nstance. SDOT upper nanagenent needs to institute controls
to provi de reasonabl e assurance that the project engineers’
approval of supplenental agreenents are well supported.



I1. Contractor d aim Eval uation

Eventual ly a situation devel ops where prevention has not been
successful and a contractor claimis filed. |In order to maxim ze
the SDOT’s ability to manage the claimand m nim ze the inpact on
resources, it is inportant that the SDOT have procedures for
processing clains, claimauditing and overhead resol uti on which
are clearly understood and effective.

A Processing Cd ai ns

Al Region 4 SDOT's require contractors to state their claimin
witing. At this point both the contractor and the SDOT need to
understand the necessity of properly recording the situation.
When the project engineer receives the witten request for a
claim it is necessary for the SDOT to make a witten response to
the claim

The contractor needs to understand that it is the conpany’s
responsibility to prove to the SDOT there was damage caused by a
delay. The contractor is responsible for mtigating their |osses
froma delay. Depending on the length of the delay, a contractor
may need to renove enpl oyees fromthe project and return rental
equi pnrent. It also may be recognized that the contractor could be
obtai ning extra work to absorb the overhead the conpany is

cl ai m ng.

Li sted bel ow are the recomended best practices for the processing
of contractor clains:

1. SDOT Speci fications should include clear procedures for
submtting a claimwth specified tine limts for the
contractor and the SDOT at each stage of the process. The
process should include a claimformt and what may be cl ai ned
for |abor, equipnment, material, overhead, subcontractor
costs, and profit. The claimshould be witten and accuracy
attested to by the contractor.

2. The written response to the contractor? should be prepared
Wi th assistance froma qualified experienced claimprocessor,
preferably fromthe SDOT Central Ofice. The project
engi neer should be briefed on the requirenents of detailed
docunent ati on, such as workers on the job, equipnent, etc.
Addi ti onal docunentation such as dated phot ographs and vi deos
can al so be of assistance to the SDOT if the claim

2Response to the contractor assumes the SDOT is in
di sagreenent with the claim That is no always so and there may
degrees of agreenent or disagreenent with the claim



progresses. The additional claimdocunentation should be
mai ntai ned at the SDOT central office for review and

security.
3. When at all possible, review and settle clains while the
project is still active. The claimfactors will be nore

apparent and available at this tine.

4. Clains record keeping at the Division/District level is very
inportant to the SDOT and shoul d be part of project engineer
trai ning and devel opnent.

5. The SDOT cl ai ns eval uati on process should be centralized for
uniformty and consistency. Persons responsible for clains
managenent are clearly defined within the SDOT by | ocation
and title.

6. Wthin 30 days of notification of an “intent to file,” the
SDOT should initiate an internal conpliance review at the
project level to ascertain if departnental record keeping and
other adm nistrative claimrequirenents are being correctly
per f or med.

7. A coordi nator should be assigned to each claim The
assignment |level within the SDOT depends on the dollar vol une
of the claim i.e., the coordinator for clains nore than $1
mllion is the Division/Di strict engi neer whereas the project
engi neer is the coordinator for all clainms |ess than $1
mllion. This assignnment remains with the position
regardl ess of the length of the claimprocess or changes in
personnel. Al internal inquiries and request for assistance
are automatically routed to the coordinator.

B. Cl aim Audi ting

At this point, record keeping should be relatively
straightforward. |In nost cases, the costs will be sinply |abor,
equi pnent and materials. The contractor shoul d understand,
however, that a part of the project underwent a significant
contract type change. A part of the contract went froma
conpetitive bid contract to an actual cost contract. For a
Federal -aid project, when there is a contract part separated from
the conpetitive bid through a suppl enental agreenent, the 48 Code
of Federal Regulations (CFR), Part 31 Federal Acquisition
Regul ati ons (FAR), Cost Principles for Cornmercial Organizations
W ll be used to determine the eligibility of costs. These Cost
Principles are very specific on eligibility of cost itens. The
cost principles becone inportant, particularly if the contractor
plans to claimhone office overhead. Contractors need to know in
advance that if the claimprogresses, an audit nmay be necessary
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and extensive detailed records must be nade avail able to the SDOT
audi tors.

The claimportion of the project is nowviewed in the FAR s as a
cost-plus-fixed-fee project. Profit cannot exceed 10 percent of
the contract’s estimated cost, excluding the fee. After
establishing the estimted cost, the fee cannot be increased

unl ess the scope of the work increases.

Li sted bel ow are the best practices for claimauditing.

1. For a cost-plus-fixed-fee contract, the contractor is
required to certify that the clains are true costs of the
contractor. An exanple of a certification statenent is
i ncluded as Attachnent B. The contractor should be nade
aware that false statenments or clains are a violation of the
Federal False Clains Act. |In addition to the Federal |aw,
many States have their own false clains acts. These | aws
typically have penalties associated with violations of the
acts.

2. Criteria for allowable and unal | owabl e cl ai m costs shoul d be
wel | defined in the SDOT Specifications, along with the
record access by SDOT auditors.

3. SDOT auditors should be proactive in the clainms process and
nmeet with SDOT engi neers to understand the nature of the
claims and ascertain the scope of the exam nation. Requests
for audit assistance should be in witing and the
audit/review report will be addressed to the individual (s)
requesting the assistance.

4. The SDOT engi neer shoul d have access to an auditor or
financial specialist who can evaluate the cost clainmed. The
audi tor can evaluate the claimin accordance with the FAR s.
Thi s process shoul d take place before any negotiations with
the contractor take place.

C. Over head Resol ution

Hone office overhead is normally clainmed by the contractor as an
additive to | abor, equipnment and material cost included in the
claim The additive rate is a stated percentage of each of the
above costs and per the SDOI"s Specifications, is also intended to
provi de rei nmbursenent for all indirect job costs as well as hone
of fi ce over head.

Honme of fi ce overhead can al so be conputed by the contractor as a
rate that can be equitably distributed over all jobs during a
gi ven accounting period(s). Wthout question, it is a very



controversial elenent of clains when the contractor nekes a

deci sion to clai munabsorbed hone office overhead. The prem se
is, that because there was a delay, the contractor was not able to
obtain other work to absorb these costs.

Wi |l e fornmul as have been used for claimng unabsorbed hone office
over head, these fornulas have been questioned. The fornulas have
been questi oned because a contractor nmay be under the inpression
that the cost of unabsorbed overhead is strictly based on fornula,
rat her than actual cost.

Li sted bel ow are the best practices for overhead resol ution.

1. Unabsor bed overhead, |like all parts of the claim nust be
costs that are verifiable (can be audited) and be recordabl e
as an expense in the contractor's accounting records. A
contractor needs to provide supporting docunentation that the
conpany suffered nonetary danages due to | ost business
opportunities because of the inposed project delays by the
SDOT.

2. An experienced SDOT auditor can be hel pful to the contractor
in explaining the cost principles and the conputation of
unabsor bed overhead costs, but it is not the Departnent's
responsibility to determ ne the costs. The contractor may be
advi sed to conpute the cost either internally or through
their accounting firm

3. Rat her than having a contractor devel op an unabsorbed
overhead rate, which would entail an audit, SDOTI"s should
consider allow ng the contractor to claimoverhead cost of up
to 15 percent. An anobunt up to 15 percent would be added to
the direct cost of |abor and material s. If this optionis
sel ected, quick agreenent may be nmade with the contractor
W th reduced adm nistrative costs for both the contractor and
t he SDOT.
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[11. Contractor Claim Settl enent

In the contract claimdefinition, there are four basic ways a
claimcan be settled. These nethods are discussed in the
fol |l ow ng paragraphs.

A Negoti ati on

Negotiation is certainly the nost desirable and the |east costly
for both parties. At this point, the SDOT and contractor both
believe the claimcan be settled by bargaining. Each side may be
abl e to understand each others position and are wlling to nmake
conprom ses. This is where human rel ation and negotiation skills
on both sides can really be beneficial. Negotiation works best at
the project |evel.

B. Arbitration

Arbitration may have different nanes in different States. This
process of settling disputes may be called a “review board” or a
“hearing” and may or may not be binding on the parties invol ved.
One SDOT offers a hearing process but the final determnation is
determ ned by the head of the Departnent. GCenerally, this process
is described in a SDOT"s Standard Specification. Docunentation of
the claimplays an inportant role in the arbitration process. In
sone States this is final admnistrative process to resolve clains
wi thin the SDOT.

C. Medi ati on

Medi ati on can be confused with arbitration. |In this process,
however, the SDOT and contractor are not talking with each other.
The two parties have selected a skilled professional negotiator to
present each side’'s position with the opposing side’s offer. Wen
medi ation is used, the deciding points of settlenent may not be
based so nuch on docunentation, but how nuch each side is willing
to offer in reaching a settlenent. |In States where this has been
applied, results have been |l ess than satisfactory.

D. Litigation

Litigation, for contractor and SDOT alike, is the costliest and
nost tinme consumng. Both parties may hire counsel and the
gathering of information for the court consunmes both human and
dol l ar resources. Unless there is sone reason to establish a
precedent setting case, this process is the |east desirable for
claimsettl enent.
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| V. Concl usi on

In this Guide, we provided information on the Prevention,

Eval uation and Settlenent of clains. For the Prevention and

Eval uation of clains, we listed the best practices used by the
Region 4 SDOT" s, or practices the team believed would work either
because of observation or through discussions with other SDOT
partners. For the Settlenent of Cains, we |isted nethods of
settlenment with our observations of best practices. Fromthe best
practices and observations, three comon threads tie the
recomendati ons together. These recommendati ons are:

A Commruni cati on

Comruni cation nmeans a wllingness to discuss project problenms with
the contractor. It also neans a willingness to seek assi stance
within the SDOT as soon as practicable.

B. Pro-activity

Pro-activity is trying to settle the claimas soon as possible and

at the | owest possible level. This neans a wllingness not to
ignore a problemin hopes that it goes away. It will not!
C. Docunent ati on

The comm tnent and willingness to docunent situations will pay off
for the contractor and SDOT.

I n producing the Guide we established a nulti-disciplinary team
wi th engineers (both SDOT and FHWA), auditors and a financi al
manager. While we had a team we al so had our partners.

Al of the SDOT, FHWA and contractor representative who provided
i nput and assi stance during the production of the Guide are truly
partners in this project.



Attachment A

DEFI NI TI ONS

Contract Claim A witten demand for additional conpensation
submtted by a construction contractor as a result of an
adjustnment, or an interpretation of contract ternms, which
coul d not be satisfactorily resolved by project

adm nistration. Cains can be settled by negotiation,

medi ation, arbitration, or litigation.

Definitions Bel ow 3

Negotiation: To deal or bargain wth another or others. To
bring about by discussion a settlenent of terns.

Arbitration: The hearing and determ ning of a dispute
bet ween parties by a person chosen or agreed to by them

Medi ation: To bring about an agreenment as an internediary
bet ween parti es.

Litigation: To make the subject of a lawsuit; contest at
I aw.

3SRandom House Col | ege Dictionary



Attachment B
CERTI FI CATI ON

This is to certify that the statenment of costs has been prepared
fromthe books and records of the contractor naned bel ow, that
the work has been performed according to the contract

(suppl enental agreenent No. ), and the quantities and anounts
i nvol ved are consistent with the requirenents of the contract.

Thi s request for paynent does not include any costs which are
unal | owabl e under the cost principles of the Federal Acquisition
Regul ations. Unall owabl e costs include, but not limted to
advertising and public relations costs, contributions and
donations, entertainment costs, fines and penalties, |obbying
costs, defense of fraud proceedi ngs and goodw || .

Al'l overhead or indirect costs if claimed on an actual cost
basis, are properly allocable to contracts on the basis of a
beneficial relationship between the expenses incurred and the
contracts to which they are allocated in accordance with
appl i cabl e acquisition regul ations.

To the best of ny know edge and belief, the above statenents are
correct.

Firm

Si gnat ur e:

Nanme of Certifying
Oficial:

Title:

Dat e:




